This article provides a framework for analysing the character and degree of ownership engagement by institutional investors. It argues that the general term "institutional investor" in itself doesn
I. Summary, conclusions and policy implications
During the last decade, most OECD countries have experienced a dramatic increase in institutional ownership of publicly listed companies. In the UK, for example, only 10% of all public equity is today held by physical persons. Moreover, a number of new institutions have entered the scene and have become important owners alongside the more traditional institutional investors, such as pension funds and investment funds.
These developments have given new impetus to the discussion about the role of institutional investors as owners of publicly listed companies. Of particular interest is how they carry out the corporate governance functions that are associated with share ownership. The increase in institutional ownership has also provoked regulatory and voluntary initiatives aiming at increasing their level of ownership engagement. The 1994 interpretation of the US Employee Retirement Income Security Act is one example. A more recent one is the UK Stewardship Code.
While such initiatives have typically increased voting among institutional investors,
there is also concern that they have had little effect on the quality of ownership engagement.
To minimise the costs that are associated with a voting requirement, many large institutions primarily rely on consultants that, for a fee, provide arguably standardised advice on how to vote and help with the actual process of exercising voting rights.
In this article, we argue that such voting based on a pre-defined formula (passive outsourcing of voting) as well as the total abstention from voting, may be perfectly rational from the perspective of institutional investors. The reason is that the degree of ownership engagement is not determined by share ownership as such. Instead, it is determined by a number of different factors that together make up the institutional investors' "business model". In some business models, active ownership engagement is a vital component. In other business models, ownership engagement has no function whatsoever and a requirement to vote represents nothing but a cost. In the first case mandatory rules on ownership engagement are unnecessary and in the latter case they are likely to have little effect beyond simple box ticking. As a matter of fact, the most active and engaged owners are typically under no regulatory obligations at all to vote or otherwise engage with the companies that they own.
Considering the importance of institutional investors, this study takes a closer look at the different factors that determine ownership engagement, such as the purpose of the institution, its liability structure and its portfolio strategy. We find that these determinants vary not only between different categories of institutional investors, but also within a given category of institutional investors, for example, hedge funds. Depending on the "business model" ownership engagement among institutional investors will vary from totally passive, to very hands on engagement. As a consequence, we conclude that the general term "institutional investor" in itself doesn't say very much about the quality or degree of ownership engagement. It is therefore an ambiguous "shorthand" in any policy discussions about ownership engagement.
It is important to note that this article is written from a public policy perspective. So, we need to be clear why the quality of ownership engagement is of wider societal interest.
Why should policy makers care? The degree of ownership engagement is hardly a moral issue or a general fiduciary duty that must override other objectives, such as maximising returns to the institutions' ultimate beneficiaries. Instead, what matters for society as a whole is the role that ownership engagement is expected to play for effective capital allocation and monitoring of corporate performance.
The market economy relies on shareholders to price and allocate capital among different business opportunities. Since the shareholders are assumed to have a selfinterest in the return on the capital that they provide, we trust that the shareholders also seek as much information as possible to identify those companies with the best future prospects. Since it is in their own interest, we also expect shareholders to continuously monitor corporate performance to see how well corporations actually use the capital they have been given.
If shareholders fulfil these functions, they carry out a socially beneficial role, since they bring new and unique information to the economy. This new information will improve the allocation of productive resources and make better use of those resources that are already employed. It is therefore the very basis for genuine value creation and economic growth.
Since shareholders are expected to serve these functions, they have also been given the legal rights to carry them out. These rights include the transferability of shares, access to information, participation in key decisions concerning fundamental corporate changes and the election of the board of directors. Exercising these rights is always associated with certain costs, which some shareholders are motivated to pay and some are not.
Shareholders that for some reason do not find it worthwhile to inform themselves or to exercise any monitoring of corporate performance are obviously ill equipped to serve the wider economic role of improving allocation and corporate performance. Instead, their role in the economy will be limited to providing capital. This distinction is not theoretical, since in reality we have shareholders that exhibit different degrees of ownership engagement. This has given rise to a debate about the possibility to differentiate dividends and/or shareholder rights between on the one hand those shareholders that contribute capital, information and monitoring and, on the other hand, those shareholders that only contribute capital.
This article represents a partly new approach to understanding the ownership engagement by institutional investors. We are aware that both the suggested determinants for ownership engagement and the definition of engagement levels that we present can -and should -be debated and refined. Some of them may be taken out and others should perhaps be added.
Through that very discussion, we hope to contribute to a better understanding of how public policy may strengthen the economic contribution from ownership engagement and perhaps avoid policies that have no effect and even unintended consequences. While it is written from a policy perspective, we hope that the discussion in this article can stimulate thinking also in the private sector and in individual institutions, where the ability to identify and actually influence the determinants for ownership engagement often resides.
II. The institutional investor landscape
There is no simple definition of an "institutional investor". The closest we get to a common characteristic is that institutional investors are not physical persons. Instead they are organised as legal entities. The exact legal form, however, varies widely among institutional investors and covers everything from straightforward profit maximising joint stock companies (for example, closed-end investment companies) to limited liability partnerships (like private equity firms) and incorporation by special statute (for example, in the case of some sovereign wealth funds). Institutional investors may act independently or be part of a larger company group or conglomerate. This is, for example, the case for mutual funds who are often subsidiaries of banks and insurance companies.
Very often, institutional investors are synonymous with "intermediary investors".
That is to say, an institution that manages and invests other people's money. But again, there are exceptions. Sovereign wealth funds, for example, can be seen as ultimate owners when they serve as financial stabilisation funds or de facto state ownership agencies. We also have hybrid forms, such as private equity funds, where the managing partner coinvests, to varying degrees, with the limited partners.
While the picture will become even more complex in Sections III and IV, just the simple fact that institutions are legal rather than physical persons is an important observation with implications for corporate governance. Primarily because it creates at least one additional step in the link between the income of the ultimate provider of money (typically a household) and the performance of the corporation. The fact that institutional investors come in a great variety of forms also suggests that they will differ in terms of the character and degree of ownership engagement. As the importance of institutional investors as owners of public equity has increased, so has the need to understand who they are and what role they play as shareholders. In this part, we will therefore provide an overview of who the large institutions are, their relative importance in terms of assets under management and what they own.
As late as in the mid-1960s, physical persons held 84% of all publicly listed stocks in the United States. Today they hold around 40%. 1 In Japan, the portion of direct shareholdings is even smaller and in 2011 only 18% of all public equity was held by physical persons. 2 In the UK, the decrease in direct ownership is even more pronounced. In the last 50 years, the portion of public equity held by physical persons has decreased from 54% to only 11%. 3 We have also seen an increase in the number and diversity of institutional investors, with new categories and sub-categories of institutions being added. In this article we refer to three broad "categories" of institutional investors, which to some extent reflect this development. The first category of institutional investors is reffered to as "traditional" institutional investors and comprises pension funds, investments funds and insurance companies. Second, we use the term "alternative" institutional investors for hedge funds, private equity firms, exchange-traded funds and sovereign wealth funds. As a third category we have added asset managers that invest in their clients' name. The main reasons for adding this third category is the rapid growth of outsourcing to asset managers and the fact that the UK Stewardship Code recently included asset managers in their definition of institutional investors. 4 We are fully aware that this list of institutional investors is incomplete. Other categories, like closed-end investment companies, proprietary trading desks of investment banks, foundations and endowments could obviously be added. Partly because of a lack of reliable data 5 and partly because we want to keep the presentation as simple as possible,
we have not sought to include all possible types of institutional investors in this study. This does not affect the analysis and conclusions.
However, even for the institutions that we do include, aggregate data on total assets under management and the allocation between different asset classes is limited. We must also raise concerns about the accuracy of estimations in the data that are actually
available. An important reason behind this concern is an increasingly complex investment chain where institutional investors often invest in instruments offered by other institutional investors. Pensions funds may, for instance, invest in private equity funds and insurance companies may buy into mutual funds. At the aggregate level, the result may be a certain degree of double counting. Considering the growing importance of institutional investors and their role as owners of our corporations, improvements in data gathering and processing should be an important priority.
Being aware of existing shortcomings, Figure 1 illustrates the total assets under management of different types of institutional investors and the portion of these assets that they have allocated to public equities. The figure shows that in 2011, the combined holdings of all institutions represented was USD 84.8 trillion. Out of this, 38% (USD 32 trillion) was held in the form of public equity. The largest institutions by far were investment funds, 6 insurance companies and pension funds. Together they managed assets with a total value of USD 73.4 trillion, of which USD 28 trillion was held in public equity. Alternative institutional investors as a group, represented by sovereign wealth funds, private equity funds, hedge funds and exchange traded funds were estimated to hold total assets of USD 11.4 trillion, of which 40% (USD 4.6 trillion) was invested in public equity.
II.1. "Traditional" institutional investors
In OECD countries, pension funds, investment funds and insurance companies have in the last decade more than doubled their total assets under management from Note: Investment funds, insurance companies and pension funds data do not cover non-OECD economies. Since institutional investors also invest in other institutional investors, for instance pension funds' investments in mutual funds and private equity, the comparability of different data cannot be verified. It is again important to note that both pension funds and insurance companies invest in mutual funds which are part of the investment funds category. In particular, almost 40% of mutual funds' assets in the US are assets of individual retirement accounts (IRAs) and defined contribution pension plans that are invested in mutual funds (ICI, 2012) .
Considering the fact that institutions based in the US account for almost 40% of total assets under management of OECD traditional institutional investors, a significant part of pension funds' assets may also be counted under investment funds.
As shown in Figure 2 N e t h e r l a n d s S w i t z e r l a n d D e n m a r k
S t a t e s J a p a n I c e l a n d F r a n c e A u s t r a l i a S w e d e n C a n a d a G e r m a n y I s r a e l C h i l e B e l g i u m K o r e a A u s t r i a N o r w a y P o r t u g a l S p a i n I t a l y P o l a n d F i n l a n d S l o v e n i a H u n g a r y and 2011. The largest decrease was for insurance companies which reduced their holdings of public equity by about 22%, while pension funds during the same period reduced their holdings by 14.4% and investment funds by about 7%. For pension funds, public equity was primarily replaced by the category "other", which includes investments in private equity funds, venture capital, hedge funds, real estate, commercial loans and financial derivatives, which increased from 9 to 15% of total assets.
Despite the decrease in their relative allocation to public equity, traditional institutional investors increased their share of all outstanding public equity owned by institutional investors by about 5% between 1995 and 2011. The primary explanation for this is that the 121% increase in their total assets management mentioned above outstripped the growth in global stock market capitalisation. The total stock market capitalisation in the US, for example, was almost at the same level at the end of 2011 as it was at the end of 2000. 7 This is partly explained by the fact that the US stock market lost almost half of its listed companies between 1997 when it had 8 823 listed companies and 2012 when it had only 4 916 listed companies (Weild et al., 2013) . The dramatic decrease was partly the effect of de-listings and partly by an 80% decrease in the annual Looking at country level data, in 2011 the asset allocation of institutional investors varied considerably between OECD countries. In many countries, public equity was not the single largest asset class. The allocation to public equity varied from 5.7% in Turkey to 56.9% in Finland. In the US, traditional institutional investors allocated 47% of their portfolio to equities, which is almost 51% of the total equity investment by institutional investors from OECD countries. The category "other investments", which includes investments in real estate, private equity, venture capital and hedge funds, constituted an important part of the institutional investors' portfolios in the United Kingdom (35.3%) and Japan (23.2%).
II.2. "Alternative" institutional investors
As we mentioned above, there is no clear distinction between what we call "traditional" and "alternative" institutional investors. Nor do we claim that "alternative investors" have a distinct set of common features. The main rationale for the label "alternative" is that they are relatively new and have emerged as an alternative or complement to more "traditional" types of institutional investors. Another reason for treating them separately from traditional institutional investors is that reliable data for hedge funds, private equity firms and sovereign wealth funds is quite limited compared to what is available for traditional institutional investors.
It is estimated that in 2011, the four main categories of alternative investors -hedge funds, private equity funds, sovereign wealth funds and exchange traded funds -together held about USD 11.3 trillion in assets under management globally. 8 This represents around 15% of the amount of assets managed by traditional investors. The portion of total assets that they hold in the form of listed equity varies widely between the four categories of investors. While sovereign wealth funds are estimated to allocate around half of their assets to listed equity (McKinsey, 2011) , private equity and hedge funds as a group have a considerably smaller portion of assets invested in public equity. Almost 80% of ETF assets are allocated to public equities. Taken together alternative institutional investors hold a relatively small portion of the world's public equity equivalent to about USD 4 trillion.
The largest category among alternative institutional investors, measured by total assets under management, is the sovereign wealth funds (SWFs). As mentioned above, SWFs is itself a highly diverse concept in terms of organisational model, governance, purpose and investment strategies. They include stabilisation funds, savings funds, pension reserve funds, or reserve investment corporations, with a majority of either savings funds for future generations or fiscal stabilisation funds (Kunzel et al., 2011) . Some of them serve as central state ownership agencies with controlling stakes in publicly listed state-owned companies complemented with portfolio investments in individual local and foreign listed companies. Some others are themselves state-owned enterprises.
The diverse and evasive nature of SWFs is actually well illustrated by the definition of SWFs used in the Santiago Principles (IWG), which were agreed in 2008 and provide a framework for governance, accountability and investment practices of SWFs. The definition includes three main elements, which leave considerable room for variations in terms of organisational forms, governance structure, investment purposes, investment strategies, regulatory constraints, etc.: i) they are owned by general government; ii) they manage or administer assets to achieve financial objectives; and iii) they employ a set of investment strategies that include investing in foreign financial assets.
According to SWF Institute data, Norway, with about USD 560 billion of assets under management is the only OECD country that has a significant sovereign wealth fund. Other countries with large SWF assets are China, United Arab Emirates, Saudi Arabia and Singapore. This points to a regional concentration of SWF assets with 40% of total assets estimated to be in East and South East Asian countries and 35% in the Middle East.
Again, reliable, complete and consistent information about the asset allocation of SWFs is hard to come by and more could certainly be done to improve information about the holdings of central government owned investment vehicles. However, IMF data from 2010 indicate that public equity constitutes a significant portion of their total assets, except for stabilisation funds and the asset allocation of different types of SWFs vary depending on their mandates and objectives. For instance, stabilisation funds which are established to insulate economies and government budgets from commodity price volatility and external shocks mainly invest in sovereign fixed income instruments (IMF, 2011) . The other three subcategories of SWFs, saving funds, pension reserve funds and reserve investment funds, have relatively longer investment horizons and allocate significant parts of their portfolios to equities. In particular, reserve investment funds that are created to invest foreign reserves to higher return investments allocated 66% of their funds to equities in 2010.
The shortage of comprehensive data is an obstacle also when it comes to identifying and estimating the holdings of what are commonly referred to as private equity firms and hedge funds. Again, there is no simple unifying principle in terms of investment strategy or services that defines either category. Traditionally however, private equity firms have been seen as managing a leveraged private pool of capital through active engagement with individual companies, whereas hedge funds use an active investment strategy to benefit from arbitrage opportunities combined with leverage and derivatives (Blundell-Wignall, 2007) . It is also common to differentiate between private equity firms and hedge funds with respect to the character, size and the time horizon of their equity holdings in individual companies. Private equity funds are generally seen as having large, long-term holdings in individual non-listed companies. Hedge funds on the other hand are usually associated with small non-controlling stakes in publicly listed companies (Achleitner et al., 2010) .
In the years up to the 2007 financial crisis, private equity firms experienced a dramatic surge in assets under management. After the crisis, they continued on a moderate growth path and reached USD 3.4 trillion in 2011 (Preqin, 2012) . Out of this USD 3.4 trillion, almost USD 1 trillion is estimated to be in the form of committed capital (Bain and Co., 2012) . Only a small part of the remaining USD 2 trillion is invested in listed equities, the rest is invested in different asset classes, including real estate and credit instruments. A simplified way to describe the business model of private equity firms is that they first obtain capital commitments from their investors. These commitments are put in a discrete fund for which the managers of the private equity firm seek investment opportunities. They normally do not receive the committed capital until they find an investment opportunity, but still charge a flat management fee on the committed capital. In addition to the flat fee, the private equity firms also charge a performance related fee that is related to the performance of the investments.
Hedge funds are estimated to hold only about 2% of total assets under management of institutional investors. And compared to the total amount held by institutional investors, their holdings in public equity are quite limited and estimated at about USD 500 million, which is roughly 1% of the total global market capitalisation. Still, hedge funds often play an important role in financial markets and governance by using derivatives and other financial techniques such as share lending, to increase their voting power and their ability to convince other shareholders to influence corporate boards and managers (OECD, 2007) . As a consequence, their relatively modest holdings of equity do not necessarily reflect their role in equity markets and corporate governance (Gilson and Gordon, 2013) . Like mutual funds, ETFs are structured like collective investment vehicles that offer diversified exposure to the different financial assets that are included in the fund. Unlike mutual funds, however, ETFs are continuously traded and quoted on a stock exchange (Ramaswamy, 2011) . It can be argued that with these characteristics, and the fact that they are sold by large financial institutions, ETFs should be defined as a financial product rather than institutional investors in themselves. They are used by both passive investors to diversify the portfolio and decrease costs, and by active investors such as hedge funds for active investment strategies.
II.3. Asset managers
Finally, and for the reasons explained above, we are also including asset managers under the general heading of institutional investors. In the UK Stewardship Code, asset managers (as opposed to asset owners) are defined as having the day-to-day responsibility of managing investments. The capital that they manage can be provided not only by physical persons, but also by most categories of institutional investors, including pension funds, SWFs and insurance companies. Since institutional investors also trust private equity and hedge funds with the day-to-day responsibility of managing their assets, the distinction between an asset manager and an asset owner is not always clear cut. Asset managers (as we use the term in this article), however, are not expected to invest in their own name (like a private equity firm would do) but directly in their clients' name and based on their clients' investment policy.
While a few large institutional investors manage their assets internally, the last couple of decades have seen an increase in outsourcing of asset management to external asset managers. Globally, asset management firms are estimated to have had about USD 63 trillion under management at the end of 2011 (Towers Watson, 2012) . However, some of the asset managers are themselves traditional or alternative institutional investors, that manage their assets through a special asset management arm. This is often the case for insurance companies whose asset management arms are one of the largest categories of asset managers. In addition to managing the assets of the insurance company of which the insurance owned asset manager is an arm, the asset management arm also manages assets on behalf of other institutional investors, including pension funds.
It is estimated that half of the USD 63 trillion in assets under management by asset managers is split between asset managers that are owned by insurance companies and asset managers that are owned by banks. The remainder is managed by independent asset managers (TheCityUK, 2012).
When we look at the aggregate numbers of assets under management by institutional investors, it is important to note that asset managers are by far the largest sponsors of both mutual funds and exchange traded funds, which they offer to their clients as investment products. This means, for example, that the numbers for the "mutual fund" category are almost totally included in the USD 63 trillion registered as assets under management by asset managers. Also exchange traded funds, which is another product commonly sold by asset managers, such as BlackRock, are statistically included in the amount of assets managed by asset managers. Hence, just like there is a case for double counting when a pension fund invests in a hedge fund, the USD 63 trillion in assets under management by asset managers should not be added to the USD 85 trillion in total assets under management by traditional and alternative investors, since there is a considerable degree of overlap. 
III. Ownership engagement by institutional investors
In Section II, we illustrated how institutional investors have become the dominant owners of public equity in most OECD countries. We showed the relative importance of different categories of institutional investors and increased complexity in the investment chain.
We also illustrated that the general concept of "institutional investor" is not very useful when it comes to predicting the character and degree of ownership engagement.
Even the more detailed definitions of institutional investors, such as "hedge fund" and "sovereign wealth fund", are quite evasive. This is an important insight for any policy maker that wants to understand, or perhaps even influence, ownership engagement among institutional investors. And it is food for thought for policy initiatives that often address the institutional investment community as a homogenous group (Millstein, 2008) .
In this section, we will look beneath the surface of labels and discuss the different factors that influence the degree of ownership engagement by institutional investors. We will conclude that if we want to predict, or perhaps influence, the degree of ownership engagement among institutional investors we must focus on specific features of the institution's business model that determine the incentives for ownership engagement.
These features include characteristics such as the purpose of the institution, their liability structure, the regulatory framework, etc. We will illustrate how these features vary, not only between different categories of institutional investors, but also within each category of institutional investors.
For this purpose, we have identified seven main features, or components, of an institution's business model. And for each of these features, we have identified a number of choices and regulatory conditions that in turn determine the character and degree of their ownership engagement.
Before we discuss these different determinants of shareholder engagement, it is important to remind ourselves why the degree of ownership engagement is a public policy concern. Why should policy makers care? From a public policy perspective, ownership engagement is not a moral issue. Nor can it be seen as a general obligation or fiduciary duty that would override other objectives, such as maximising the return to the institution's ultimate beneficiary. What is primarily matters for public policy is the role that ownership engagement plays for effective capital allocation and the informed monitoring of corporate performance.
A well-functioning market economy requires the presence of shareholders that have a self-interest to allocate their money to the most prosperous ventures and then monitors these companies to make sure that they make the best possible use of the money. To carry out this job well, it is in the self-interest of shareholders to gather as much information as possible about the corporation's prospects and, whenever necessary, use this information to engage with the company and influence key issues, such as the company's strategic orientation, its dividend policy and board composition. When shareholders gather and use information in this manner they carry out a function that is essential to value creation and and economic growth. In short they are providing society with new knowledge on how it can improve the allocation and use of scarce resources.
Since shareholders are assumed to play this role, they are also given the legal rights to carry it out. These rights include the transferability of shares, access to information, participation in key decisions concerning fundamental corporate changes and election of the board of directors. Exercising these rights is always associated with certain costs, which some shareholders are motivated to shoulder and some are not.
Shareholders that for some reason do not find it worthwhile to gather information about the companies they own and do not contribute to monitoring through any form of ownership engagement are obviously ill equipped to serve the wider economic role of improving allocation and corporate performance. Their role as shareholders is limited to providing risk capital. This distinction is not theoretical, since in reality we have shareholders that exhibit different degrees of ownership engagement. This has given rise to a debate about the possibility to differentiate returns or shareholder rights between those shareholders that contribute risk capital, information and monitoring on the one hand and those who only contribute risk capital on the other hand.
III.1. Determinants of ownership engagement
Equity ownership in its own right is not a determinant of ownership engagement.
Moreover, the name of an institutional investor provides limited guidance about the character and degree of their ownership engagement. Instead, we need to look at a range of different factors that constitute the institution's business model and the regulatory constraint under which this business is carried out. These determining factors vary not only between different categories of institutions, but also within a given category of institutional investors, for example, between two different hedge funds or two different pension funds. It is an understanding of these determining factors, rather than the categorisation of institutional investors as such, that will help us predict the character and the degree of their ownership engagement.
To illustrate this, we have identified seven different features that influence how an institution will behave as an owner. For each of these features, different options are available depending on the institution's choice of business model and the regulatory framework in which it operates. We refer to these options as the determinants of ownership engagement. While we have identified some of the more important features and determinants of ownership engagement, we do not claim that the list is in any way exhaustive. At this stage, the features and determinants are mainly selected to illustrate the approach and to stimulate further discussion about which features and determinants to include. The features and determinants are briefly discussed in the following Sections III.1.1 to III.1.7, and summarised in Table 1 .
III.1.1. The purpose of the institution
An important distinction among institutional investors is between those that have a profit maximising obligation to the institution's owners and those that do not. A public pension fund, for example, typically does not have any shareholders that expect a return on an investment in the pension fund. Rather, they are often run as public agencies or some other, not incorporated, legal form. The sole focus is on the returns to the beneficiaries. The incentives to work towards this objective can obviously be affected by the fact that a public institution is under limited pressure to attract capital (customers) in competition with other institutions. This distinction between institutional investors with captive assets and institutional investors that have to compete for assets in the market may itself be a determinant of ownership engagement. Many other institutional investors however, are organised as joint stock, profit maximising companies. In some instances these entities, or their parent companies, may themselves be publicly listed companies. This is true for many investment funds that are owned and marketed by banks. To be attractive, these funds must obviously deliver at least satisfactory results to those who invest in the funds. But they are also under pressure to generate profits to their own shareholders. Profits that typically come from management fees paid by those that invest in the fund. For such funds, there is always a trade off in terms of the resources they spend on attracting savers by improving the portfolio value (for example, through ownership engagement) and the resources they spend on other classical means of attracting customers, such as marketing and product differentiation. 
III.1.3. The investment strategy
There is no given number of investment strategies. And in principle we may find as many investment strategies as there are investors. In Table 1 , we have nevertheless identified four main strategies that are associated with different business models and are at the same time relevant for the degree of ownership engagement. The strategy "passive index" is basically a (sometimes binding) commitment to hold a portfolio that mimics a predefined index of shares. Indexes may be constructed in different ways, but the important point here is that the composition is pre-defined. The companies are not typically chosen on the basis of fundamentals and adjustments in the portfolio are not by active choice, but rather the automatic result of changes in the index weighting. Many mutual funds and pension funds use this strategy. Per definition, the holding period for individual stocks is very long, or at least as long as another strategy is applied.
By "passive fundamental", we refer to investors that initially make an active choice in selecting the individual companies in which to invest and then keep them for an extended period of time. Examples could be "strategic" national investments by a sovereign wealth fund or core investments of a closed-end investment company.
The "active fundamental" strategy is supposed to illustrate a business model where an investor relies on continuously buying and selling companies that are chosen on the basis of fundamental analysis, for example, cash richness or fairly short-term growth potential. This strategy is often associated with a high degree of, at least temporary, ownership engagement to bring about certain changes in the company, such as an increase in dividends. The strategy is often associated with so called "activist hedge funds". Finally, rather than being active and fundamental, institutions might apply an active strategy that relies on the quantity rather than the quality of information about individual companies.
Such an "active quantitative" strategy is typically based on the large inflow of information processed by sophisticated software and used in the form of high frequency trading that has extremely short time frames for transactions and that benefits from stock exchanges' co-location services. This choice of investment strategy provides minimal incentives for ownership engagement.
III.1.4. The portfolio structure
A main determinant for the degree of ownership engagement arising from portfolio structure is the degree of concentration. Or in other words, how many companies does the institution have to look after. The degree of portfolio concentration obviously covers a large spectrum, from institutions with very few holdings, to institutions like CalPERS that hold stocks in as much as 10 000 different companies. The implications for ownership engagement are simply arithmetic. The costs of exercising the same quality of informed and engaged ownership in 10 000 companies is obviously much higher than if you monitor only a handful. This is why institutions with highly diversified equity portfolios abstain from ownership engagement. Or minimise the costs of monitoring by buying services from consultancy firms that carry out the function following a pre-defined formula. As one fund manager put it "since we invest by formula we vote by formula". 10 While a highly diversified portfolio is a pretty good determinant of an institution's ownership engagement, the same is not necessarily true for concentrated portfolios. An institution with a fairly concentrated portfolio may still exhibit limited ownership engagement. Some foundations and certain sovereign wealth funds could be examples.
III.1.5. The fee structure
As mentioned above, many institutional investors are themselves profit maximising institutions that make money from the fees that they charge from their clients. There are two main types of fees: i) flat fees, which are associated with, for example, mutual funds;
and ii) performance fees, which are typically associated with more sophisticated institutions such as hedge funds and private equity firms. Some institutions also charge a combination of the two. The way in which the choice of fee structure determines the degree of ownership engagement is not straightforward. Ultimately, it will depend on how the institution sees the costs and benefits of using a high degree of ownership engagement to improve performance. Neither for mutual funds that charge flat fees, nor for quantitative hedge funds that charge performance fees, is ownership engagement typically an option. From the perspective of ownership engagement it is also of interest to note that there are examples where the institution's business model is to charge very low or no fees at all, but rather rely on income from share lending. Some exchange traded funds are examples of this.
III.1.6. The presence of political and social objectives
For profit making institutions, there is no a priori reason that political and social objectives should enter as a determinant of ownership engagement. The extent to which they do align their ownership engagement with such objectives is likely to depend on their business model, marketing and product differentiation strategy. An example could be mutual funds that want to attract investors who want to avoid holdings in certain companies regardless of the returns. Not-for-profit institutions, such as public pension funds, sovereign wealth funds and endowments may very well have political and social objectives that translate into a certain kind of ownership engagement or positions on specific governance issues.
A special case in point is the various types of public pension funds where the boards are appointed by governments; sometimes following a formula of stakeholder representation. In certain instances the most relevant framework for understanding the incentives for ownership engagement in such institutions may be the public choice theory, which applies economic tools to political science. Boards and managements in such organisations may focus their ownership engagement on other aspects than the efficient allocation and monitoring of corporate performance.
III.1.7. The regulatory framework for ownership engagement
While company law does not require any specific degree of ownership engagement from individual investors, in some jurisdictions there is a complementary regulation that does. Within the OECD, such regulations range all the way from quasi mandatory obligations for certain institutions to vote their shares, to regulations that explicitly prohibit certain institutions to vote any shares. In the United States, for example, institutions that are subject to the ERISA Act are, according to an interpretive bulletin in 2008, generally assumed to have a de facto obligation to vote all shares under management. In the UK the Stewardship Code is an alternative way to encourage shareholder voting. Conversely, in Sweden the Swedish pension fund AP7, which manages pension savings for 3 million people, is explicitly prohibited by law from voting their shares in any Swedish companies. The same is true for mutual funds in Turkey which are prohibited participating in the governance of the investee companies. This has been interpreted by the industry as a voting ban.
Between these extremes, countries can also have limitations on the portion of shares in an individual company that an institution may hold and vote. In some instances, the companies themselves may introduce voting caps that limit the number of votes a shareholder cast in their articles of association. Voting caps are allowed in, for example, Belgium, Denmark, France, Norway, Spain, the UK and the US. It is also fairly common that the disclosure of voting policies and practices be addressed in their rules and codes. This is the case in, for example, Australia, Chile, Denmark, Germany, Israel, Italy, Japan, the Netherlands, Spain, Switzerland, the UK and the US, where regulations and/or national codes include requirements to disclose voting policies (OECD, 2013).
While they would not be specific to any particular institution, there are sometimes references to regulatory or administrative obstacles to cross-border voting (European Commission, 2011; OECD 2011) . However, considering the high turnout levels in the countries with high foreign ownership, such as the UK with over 40% foreign ownership and an average turnout of almost 70% in shareholder meetings, the obstacles to crossborder voting may not have a significant impact on voting.
The institutional features and determinants for ownership engagement that are discussed above are summarised in Table 1 .
III.2. Levels of ownership engagement
In Section III.1, we discussed a set of factors and choices that influence an institution's ownership engagement. In the absence of strict regulatory requirements to engage or not engage, the degree of ownership engagement is the result of these factors and choices that together make up the institutions "business model". The fact that the business model includes the ownership of shares doesn't in itself say anything about the institution's degree of ownership engagement. Both mutual funds and sovereign wealth funds own equity. But their engagement as owner may vary greatly as a result of other factors, such as purpose, investment strategy and portfolio diversification.
As a result of the factors and choices discussed in Section III.1, different institutions will end up with different types and levels of ownership engagement. In a survey from 2010, more than half of the asset owners and asset managers reported some form of dialogue with the board or the management of investee companies. However, the character of those contacts varied widely, from campaigns to persuade a company to change their behaviour, to a routine conversation via an email exchange or a telephone call. It is worth noting that 76% of the asset owners and 56% of the asset managers stated that they had five or less staff members devoted to ownership engagement with investee companies (IRRC and ISS, 2011) . This number should be compared to the hundreds or perhaps thousands of companies that these institutions may hold in their portfolios and are expected to monitor. Against this background, it is not surprising that limited staff was identified to be the main impediment to ownership engagement.
To illustrate different degrees of ownership engagement, we have identified four different levels (or degrees) of ownership engagement ranging from zero engagement to inside engagement. These are indeed fairly broad categories and a large number of variations exist in reality. What is important here however is to illustrate the link between the degree of ownership engagement and the different determinants that were discussed in Section III.1 and summarised in Table 1 . The conclusion is that any degree of ownership engagement can be perfectly rational and a logical consequence of the choice of determinants that make up the institutions "business model". Below, we briefly discuss the four broad categories of ownership engagement. It is important to remember that, in principle, an endless number of variations between the two extremes could exist.
No engagement:
This category comprises institutions that do not monitor individual investee companies actively, do not vote their shares and do not engage in any dialogue with the management of investee companies. Examples include those exchange-traded funds that do not charge any fees to their investors, but instead generate income from share lending (Wong, 2010) . Another example would be institutional investors that are subject to engagement limitations or an outright prohibition to vote their shares, like Turkish mutual funds.
Reactive engagement:
Reactive engagement represents voting practices that are primarily based on a set of generic, pre-defined criteria that guide voting with respect to the different proposals put before the shareholders' meeting. Reactive engagement often relies on buying advice and voting services from external providers such as proxy advisors.
It may also consist of reactions to engagement by other shareholders. For example, when an otherwise passive shareholder supports initiatives by another institution such as an activist hedge fund who is attempting to influence the dividend policy in a specific company or to make changes to the board. It may also include reacting to public tender offers from a private equity firm. Reactive behaviour is represented by many US pension funds and mutual funds that -subject to legal requirements 11 -vote their shares with the help of proxy advisors and also respond to shareholder campaigns led by hedge funds or private equity funds (Gilson and Gordon, 2013 Inside engagement may also be practiced by some sovereign wealth funds.
IV. Corporate governance taxonomy of institutional investors
So far, we have discussed how informed and engaged ownership serves an important economic function in society for the efficient allocation of capital and the monitoring of corporate performance. But we have also concluded that many of today's institutional shareholders on rational grounds may not be willing to bear the costs for carrying out this job.
The degree of ownership engagement is not tied to ownership of shares itself or to the category of institutional investor as such. Instead, the ability and willingness to serve as informed and engaged owners is determined by a set of different features and choices that together make up the institutions' business model. In the previous section we examined seven features and the choices that can be made. We are well aware that the list is not exhaustive. Other determinants could be added and some of the existing ones dropped. At this stage however the main objective is to illustrate a systematic approach to help us understand the factors that cause large differences in ownership engagement between the large group of shareholders, commonly referred to as "institutional investors" in the policy debate.
In this section, we illustrate how the features, choices and levels of engagement that we discussed in Section III can be used as a taxonomy for describing an institution investor's business model and its impact on the character and degree of ownership engagement.
In Table 2 , we have characterised institutional investors with respect to each of the seven different determinants and choices and all four levels of shareholder engagement.
In addition to a hedge fund that practises high frequency trading, examples of "no engagement" include an exchange traded fund that lends the shares in their portfolio and a mutual fund that is subject to regulatory voting restrictions. They are all for-profit institutions, with short-term liabilities, diversified portfolio structures and without any specific political or social objectives. An important difference among them is the fee structure. The hedge fund typically has a performance fee structure, the mutual fund a flat fee structure based on assets under management of the fund and the exchange traded fund doesn't charge any fees to its investors, but generates income from share lending. While the hedge fund pursues an active quantitative investment strategy based on sophisticated software and co-location services offered by stock exchanges, both the mutual fund and the ETF pursue a passive indexed strategy. For mutual funds subject to legal limitation on engagement, this is a decisive regulatory condition for their ownership engagement.
For the reactive engagement level, the two examples in Table 2 are a public pension fund and a sovereign wealth fund with a local investment arm. Both are not-for-profit institutions with a long-term liability structure. However, while the sovereign wealth fund has an active fundamental investment strategy for its diversified portfolio, the pension fund pursues a passive index strategy with the same portfolio structure. This means that the SWF buys and sells shares based on company specific information. The pension fund, however, composes its portfolio based on a pre-defined index. The pension fund is typically expected to hold a larger number of companies than the SWF. In both cases, there is some political influence as governments directly appoint or can influence the appointment of managers of the institutions. Additionally, the pension fund has a requirement to vote their shares. With both differences and similarities in their business models, they can both be classified as "reactive engagement".
The fact that a voting requirement in itself does not lead to a higher level of ownership engagement is rational in light of the pension funds other choice in terms of business model.
Particularly the choice of indexing as a means to pick its portfolio. If the policy rationale for introducing a voting requirement is that the institution in the very first place is totally passive, it is highly unlikely that the voting requirement in itself will change the level of ownership engagement unless other features of the business model are changed at the same time. With strong economic incentives working against engagement, a mandatory voting requirement can only lead the horse to the water, but it can't make it drink.
Alpha engagement is illustrated by a private equity firm and a hedge fund. The private equity firm is a closed end investment pool with a long term (or at least defined) liability structure. The hedge fund on the other hand, is structured as an open-ended pool with withdrawal options for investors and a short-term (or undefined) liability structure. The rest of the determinants are the same for the two of them; they both have an active fundamental investment strategy, concentrated portfolios and a performance related fee structure. Neither of them is under any political or social pressure for shareholder engagement, nor do they have any engagement requirements or limitations. Without any Hedge fund P ri va te eq u it y SWF-Local In ve st m en t co m p an y legal or regulatory requirements to seek returns above market benchmarks they both -but through different means -exercise a high degree of ownership engagement.
The last level of ownership engagement, inside engagement, is illustrated by a SWF and a closed-end investment company. Both with controlling or significant stakes in listed companies. The SWF, as a government investment arm, is a not-for-profit institution with political incentives. The bank is a for-profit institution without any political or social requirements in terms of ownership engagement. Neither of them have any short-term liquidity constraints and both pursue a passive fundamental investment strategy with a portfolio that consists of a limited number of companies. Their engagement is typically characterised by direct involvement in the decision-making process of a company, often through participation on company boards.
There have been other attempts to classify institutional investors. The taxonomy presented above differs from most of them, since it does not aim at grouping different categories of institutional investors based on a specific and systematic criteria. Rather, the purpose is to show that in terms of ownership engagement, different institutions from two different categories may have more in common than two institutions from the same category. While the taxonomy is highly simplified, it is obvious that the informed reader, by using examples from real life, can come up with an almost endless number of combinations of features and choices that in different ways influence the character and degree of ownership engagement. And at this stage, there are at least three important messages:
1. In order to understand the level of ownership engagement we need to identify a whole range of different determinants. 3. Data for 1963 and 2012. The UK Office for National Statistics (www.ons.gov.uk). The share of foreign portfolio investors has also increased dramatically in the United Kingdom from 7% to 53% between 1963 and 2012. However, national data do not identify foreign owners with respect to their category (e.g. individuals, pension funds). As a consequence, the increase in foreign ownership makes it increasingly difficult to track the relative importance of different categories of owner at a national level. In addition, it is argued that the foreign ownership data for UK is exaggerated since it includes holdings by asset managers whose parent company is US based but management is conducted from the UK and the manager may be acting on behalf of UK clients (Kay Review, 2012) .
4. The 2012 revision of the UK Stewardship Code includes a classification of institutional investors as asset owners and as asset managers. According to the Code asset owners are the providers of capital including pension funds, insurance companies, investment trusts and other collective investment vehicles whereas asset managers are institutions responsible for day-to-day management of investments.
5. In addition to traditional institutional investors, OECD Institutional Investor Database provides data on other forms of institutional savings under "Other" category, including foundations and endowment funds, non-pension fund money managed by banks, private investment partnership and other forms of institutional investors. Institutions in Other category had USD 1.8 trillion in assets under management as end of 2011.
